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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned a deficiency of $522,710
in petitioner’s Federal estate tax. W nust decide the val ue of
Helen J. Smth's shares of stock in two conpanies, Jones Farm
Inc. (JFI), and First National Bank of Waverly (FNBW, as of her

death on January 25, 1993. Wen she died, Helen J. Smth
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(decedent) held one-third of the stock of JFI and 12 percent of
the stock of FNBW

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect as of the date of decedent’s
death, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts, the
suppl enental stipulation of facts, and the attached exhibits. At
the time of filing the petition, coexecutor Frederic L. Foill |
resided in Waverly, Chio, and the estate of decedent was
adm nistered in Pike County, Onhio. The parties have stipul ated
that the estate had a Waverly, Ohio, address at the tinme the
petition was fil ed.
JEL

JFI was an Ohio corporation that operated a farmin Pi ke
County, Chio, that had been in decedent’s famly for many years.
JFI was an S corporation within the meaning of section 1361(a).
Pike County is a rural, primarily agricultural county with | ow
econom c gromh. In 1942, decedent and her two sisters each
inherited a one-third interest in their father’s farm \Wen the

farmwas |ater incorporated as JFI, each sister received
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one-third of the shares of stock. At the time of her death,
decedent owned one-third, or 195, of the total 585 shares.

The farm was situated on approxinmately 1,300 acres, half of
whi ch were bottomnl and subject to flooding and half of which were
forest and pasture. JFI was actively engaged in farmng, with
earnings for the years from 1988 through 1992 varying froma | ow
of $9,243 in 1990 to a high of $28,145 in 1992. JFI paid
di vidends only in anpunts sufficient to neet its sharehol ders’
tax liabilities with respect to JFl’'s operations. JFI's farm ng
oper ati ons were nmanaged and conducted by an unrel ated i ndi vi dual
serving as farm manager pursuant to a contract of indefinite
duration. The manager was conpensated wth a salary and vari ous
benefits, plus a 5-percent share of farmprofits. On the date of
decedent’ s death, the undiscounted value of JFI was $1, 818 per
share.

On the estate tax return, petitioner clained a value for
decedent’s shares in JFI of $331.94 per share. In the notice of
deficiency, respondent val ued decedent’s shares in JFl at
$1, 636. 32 per share. Respondent now concedes that the val ue of
decedent’s shares in JFlI is no greater than $1, 029 per share.

ULTI MATE FI NDI NG OF FACT

The fair market val ue of decedent’s 195 shares in JFI at the

dat e of decedent’s death was $439 per share, or a total of

$85, 605.



ENBW

FNBW was a corporation that operated a bank in Pike County,
Ohi o, that had been in decedent’s famly for many years. On the
date of decedent’s death, there were 100,000 shares of FNBW
out st andi ng and 95 sharehol ders. Decedent owned 12,000 shares in
FNBW when she died. On Decenber 31, 1992, 25 days before
decedent’s death, FNBWs total assets were $103, 884, 000 and t ot al
stockhol der equity was $11,249,000. In the period from 1988
t hrough 1992, FNBW's earnings increased each year from $917, 000
in 1988 to $1,423,000 in 1992. |In the same period, its dividends
al so increased each year from $348,000 in 1988 to $640,000 in
1992.

On the estate tax return, petitioner clainmed a value for
decedent’s shares in FNBWof $73.67 per share. In the notice of
deficiency, respondent val ued decedent’s shares in FNBW at
$159. 53 per share.

ULTI MATE FI NDI NG OF FACT

The fair market val ue of decedent’s 12,000 shares in FNBW at
the date of decedent’s death was $98 per share, or a total of
$1, 176, 000.

OPI NI ON

We nust decide the fair market value of decedent’s shares of

stock in JFI and FNBWon the date of decedent’s death on

January 25, 1993. Both parties rely upon expert opinions.
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Fair market value is defined as ““the price at which the
property woul d change hands between a willing buyer and a willing
seller, neither being under any conpulsion to buy or to sell and
bot h havi ng reasonabl e know edge of relevant facts.”” United

States v. Cartwright, 411 U. S. 546, 551 (1973) (quoting sec.

20. 2031-1(b), Estate Tax Regs.). Expert opinion sonetines aids
the Court in determ ning valuation; other tines, it does not.

See Laureys v. Comm ssioner, 92 T.C 101, 129 (1989). W

eval uate such opinions in light of the denonstrated
qualifications of the expert and all other evidence of value in

the record. See Estate of Newhouse v. Conm ssioner, 94 T.C 193,

217 (1990). W are not bound, however, by the opinion of any
expert w tness when that opinion contravenes our judgnment. See
id. W may accept the opinion of an expert in its entirety, see

Buffalo Tool & Die Manufacturing Co. v. Commi ssioner, 74 T.C.

441, 452 (1980), or we nay be selective in the use of any portion

t hereof, see Parker v. Comm ssioner, 86 T.C 547, 562 (1986).

The best nethod to value a corporation’s stock is to rely on
actual arm s-length sales of the stock within a reasonabl e period

of the valuation date. See Estate of Andrews v. Conm ssioner, 79

T.C. 938, 940 (1982). There were no such sales for JFI or FNBW

Thus, all of the experts used |ess direct nethods of valuation.



JFI

To support the values clained for the JFI stock, petitioner
presented the testinony and expert reports of Richard D. Htt,
Jr., of KPMG Peat Marwi ck (who had valued JFI for the estate tax
return) and Thomas A. Egan, Jr., of Mnagenent Pl anning, |nc.
(who had valued JFI in preparation for trial). Respondent
presented the testinony and expert report of Travis Keath of
Busi ness Val uation Services, Inc. The parties stipulated that
all of these experts were qualified appraisers.

The parties stipulated that the undi scounted val ue of JFI
was $1, 818 per share, and the task of the appraisers was to
decide to what extent to discount this value to reflect the val ue
of decedent’s one-third stock interest in the corporation at the
time of her death. Each of the experts cal cul ated two di scounts:
A mnority interest (or |lack of control) discount and a | ack of
mar ket abi ity di scount.

Expert Opi nion of M. Egan

M. Egan used two nethods to value JFI: An asset nethod,
based on a conparison of the price-to-asset ratio of JFI with the
price-to-asset ratio of conpanies that in his judgnent were
general ly conparable to JFI; and an earnings nethod, based on the

i nvestment value of JFI’s projected stream of earnings.



Asset Val ue

M. Egan’s approach was first to select a group of conpanies
conparable to JFI for which net asset val ue and market val ue
(i.e., price of stock) were known. He then cal cul ated the anount
by which the net asset value of these conpanies was discounted in
reaching market value. Finally, he adjusted this discount and
applied the adjusted discount to the net asset value of JFI to
conpute its market value. The conparabl e conpanies were publicly
traded, so the market value of each was determ ned fromthe sale
price of shares of stock on the date of decedent’s death. Each
sale of stock was of a mnority interest. Thus, the discount
fromnet asset value that M. Egan cal culated for the conparable
conpanies reflected the mnority interest discount that he was
trying to determ ne.

From 117 real estate conpanies and real estate investnent
trusts for which data was publicly available, M. Egan selected
15 conpanies that in his view were conparable to JFI. For each
conpany, he conputed market value (i.e., market price of
out st andi ng shares) as a percentage of net asset value and took
t he nedi an of these percentages, which was 41.3 percent. Stated
internms of a discount, the market value of the nmedi an conpany
equaled its net asset value discounted by 58.7 percent. M. Egan
al so cal cul ated earnings, cash-flow, and dividends, each as a

per cent age of net asset value. The nedian of these percentages
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was close to or equal to zero, indicating to M. Egan that the
conpani es he chose were valued, for the nost part, on the basis
of assets rather than on the basis of earnings, cash-flow, or

di vidends. Considering all relevant factors, M. Egan believed
t hat decedent’s shares of stock in JFI would sell at a discount
fromnet asset value |less than the discount for the conparable
conpani es, so he chose a discount of 50 percent. Thus, for his
final step, M. Egan applied the discount of 50 percent to a
figure for net asset value for JFI of $1,063,610, for an asset-
based val ue of $532, 000.

Ear ni ngs Val ue

M. Egan’s approach was to cal cul ate the present val ue of
JFI’'s future earnings stream by devel opi ng an estimate of future
earnings, to which he applied a capitalization rate in order to
di scount future earnings back to present value. The
capitalization rate enployed was equal to the rate of return
that, in M. Egan’s opinion, an investor would require before
deciding to invest in JFI.!

To estimate the future earnings of JFI, M. Egan began with
average annual earnings of JFI for the 5 years previous to 1993

in the amount of $18,111. He also calculated a 5-year weighted

1'In general, the inherent risk in an investrment is directly
proportional to the required rate of return fromthe investnent.
Thus, the riskier the investnent, the higher the rate of return
required by the investor.
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average of $19,263.2 He took the average of these two figures,

or $18,687. Finally, to calculate earnings for 1993, the year of
decedent’ s death, he increased the average earnings figure by an
inflation factor of 4 percent, for a total of $19,435. This was
the incone streamto which he applied the capitalization rate.

To calculate the capitalization rate, M. Egan began with
the rate of return for a risk-free investnent, using the rate of
return on long-termU.S. Governnent bonds as of the date of
decedent’ s death, or 7.53 percent. He then attenpted to quantify
the risk inherent in an investnment in JFl, using a study by
| bbot son Associ ates that estimated the historical rate of return
of stocks as conpared to the historical rate of return of |ong-
term Government bonds. On the basis of the |Ibbotson study, M.
Egan concl uded that investnents in smaller conpanies in general
required a 12.4-percent greater return than investnents in
Government bonds. But M. Egan believed that JFI was an even
riskier investnment than the smaller conpanies represented in the
| bbot son study.® He, therefore, added an additional 10 percent
to the capitalization rate to account for the risk inherent in

investing in JFl in particular. This gave hima total of 29.93

2 He gave the earnings figure fromthe nost recent year,
1992, a weight (or multiplier) of 5 +the figure fromthe
precedi ng year, 1991, a weight of 4, and so on, with the figure
from 1988 receiving a weight of 1. He then sumred the products
and divided the total by 15, the sum of the weights applied.

3 According to M. Egan, JFI was nuch smaller than the
smal | er conpanies represented in the | bbotson study.
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percent (7.53 + 12.4 + 10), which he rounded to 30 percent.
Finally, because he assuned that JFI would grow at a rate of 4
percent, he subtracted 4 percent to reflect the rate he believed
an investor would require, 26 percent.

M. Egan’s last step in conputing an earni ngs-based val ue of
JFI was to divide the estimted future earnings by the
capitalization rate: $19,435 + .26 = $74, 750, which he rounded
to $75, 000.

Wi ghting the Two Val ues

M. Egan believed that the greater part of the value of JFI
was due to the value of its assets rather than the value of its
earnings. He believed that in the case of asset-based conpanies
with | ow earnings, such as JFI, investors place nore enphasis on
under |l yi ng asset value. This belief was confirnmed by his
exam nation of the 15 conparabl e conpanies, which reflected a
medi an earnings rate of return of zero. Thus, he gave 70 percent
of the weight of the total value of JFI to the asset-based val ue
of $532,000 and 30 percent to the earnings-based val ue of
$75,000. This resulted in a value of $395,000, or $675 per
share.

Lack of Marketability Di scount

Finally, M. Egan calculated a |lack of marketability
di scount to reflect that fact that there was not a readily

avai |l abl e market for decedent’s shares in JFI. M. Egan’s
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approach was to exam ne publicly traded conpanies and to conpare
sal es of stock in the conpanies on a public market w th ot her
sales of stock in the sanme conpanies on a restricted market. To
do this, M. Egan exam ned sal es of unregi stered shares of stock,
which were sold in private, unregistered transactions. M. Egan
reviewed a list of 137 private placenents of shares of stock. He
then renoved certain sales that he did not feel were conparable
to a sale of stock in JFI, such as sales where the commobn stock
of the conpany was not traded on an open market or where the
conpany had had a recent public offering; sales involving “start-
up conpani es”, defined as conpanies with less than $3 mllion in
sal es; and sal es invol ving conpani es the stock of which was
traded on a | arge stock exchange such as the New York Stock
Exchange. Fromthe remaining list, he conputed a nedi an di scount
of 29.1 percent.

Fromthis figure, M. Egan made an additional adjustnent of
5.9 percent to account for two differences between the JFI stock
and the unregi stered stock he was exam ning: (1) Unregistered
stock in general can, within 2 or 3 years, be sold on a public
mar ket, making it nore marketable than stock in JFI; and (2) JFI
was not held to the sane disclosure standards as public
conpani es, nmaking the stock in JFI |less nmarketable, in M. Egan’s
view M. Egan’s final |ack of marketability di scount was 35

percent (29.1 percent + 5.9 percent). Applying this discount to
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his wei ghted value for JFI, M. Egan estimated the value of JF
to be $439 per share ($675 per share |l ess 35 percent). Thus,
according to M. Egan, the fair market value of decedent’s
interest in JFI was $85,605 (195 shares x $439 per share).

Court’s Analysis

W find M. Egan’s report to be very persuasive and well
supported by his underlying reasoning. W conclude, |largely on
the basis of M. Egan’s report, that the fair market val ue of
decedent’s interest in JFl was $439 per share on the date of her
death. M. Keath's report, the only support for the
substantially higher val ue determ ned by respondent, was
seriously flawed and unpersuasi ve.

It is well established that, in general, an asset-based
met hod of valuation applies in the case of corporations that are
essentially hol ding corporations, while an earni ngs-based net hod
applies for corporations that are going concerns. See Estate of

Ford v. Comm ssioner, T.C Meno. 1993-580, affd. 53 F.3d 924 (8th

Cr. 1995). JFI has characteristics of both, given the
significance of real property in a farmng operation, and we find
that it is appropriate to consider both asset- and earnings-based

values. As we said in Estate of Andrews v. Comm ssioner, 79 T.C.

at 945:

regardl ess of whether the corporation is seen as
primarily an operating conpany, as opposed to an

i nvest ment conpany, courts should not restrict
consideration to only one approach to valuation, such
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as capitalization of earnings or net asset val ues.

Certainly, the degree to which the corporation is

actively engaged in producing incone rather than nerely

hol di ng property for investnent should influence the

wei ght to be given to the values arrived at under the

di fferent approaches but it should not dictate the use

of one approach to the exclusion of all others.

[CGtations and fn. ref. omtted.]
It is clear that assets were the largest contributor to the val ue
of JFI. At the sane tine, since we are valuing shares in a
corporation rather than the assets thensel ves, the corporation’s
status as an operating business nust be taken into account, which
is acconplished by considering inconme-based indicators of val ue.

See id. at 946. However, as we said in Estate of Andrews V.

Conm ssi oner, supra at 944: *“the value of the underlying real

estate will retain nost of its inherent value even if the
corporation is not efficient in securing a streamof * * *
incone.” We believe that M. Egan properly considered all of
these factors in giving 70 percent of the weight to asset-based
val ue and 30 percent to earnings-based val ue.

Respondent’s primary dispute wwth M. Egan’s, and nore
broadly petitioner’s, approach to valuing JFI is the fact that
M . Egan gave sone wei ght to earnings-based val ue, whereas
respondent believes the value of JFI should be based solely on
its assets. Respondent argues that the disparity between the
asset - based and earni ngs- based val ues denonstrates that only an

asset - based val ue should be used. This argunent is unpersuasive
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on its face; by the sane argunent, the disparity denonstrates
that only an earni ngs-based val ue shoul d be used. Respondent
al so argues that as an investnment, JFI was valuable only for the
potential appreciation of assets rather than for the stream of
i ncone. Respondent bases this argunment in part on JFI’'s policy
of paying dividends only in anounts sufficient to neet the tax
litability it generated as a subchapter S corporation for its
sharehol ders. W note, however, that the regulations point to
“prospective earning power and dividend-payi ng capacity”, rather
t han actual dividends paid, as an indicator of value. Sec.
20.2031-2(f)(2), Estate Tax Regs. (enphasis added). Further, the
farm manager’s conpensation was based in part on a share of JFI’'s
profits, weakening any suggestion by respondent that JFI’s
earnings were artificially | ow

As for lack of marketability, respondent does not dispute
M. Egan’s use of a 35-percent discount. As will be seen bel ow,
respondent’ s expert, M. Keath, applied a |ack of marketability
di scount of 36.8 percent.

Expert Opinion of M. Hitt

M. Htt also valued JFI using an asset-based nmet hod and an

ear ni ngs- based net hod.



Asset - Based Val ue

In connection with determ ning an asset-based val ue, M.
Hitt used a 38-percent mnority interest discount. To calculate
this nunber, he began with Mergerstat Review, which contains data
fromsal es of bank stock in nmerger transactions, and nade
adj ustnents to account for the fact that JFI was not a bank.
Applying his mnority interest discount of 38 percent to the
undi scount ed per-share value of $1,818 resulted in a val ue of
$1, 127 per share.

To conmpute a lack of marketability discount, M. Hitt
started with a figure of 45 percent, based, according to him on
a conparison to restricted securities and studies of the prices
of stocks before initial public offerings. He increased the
di scount to 50 percent because he believed there woul d be sone
difficulty in selling the farmand to account for costs in
selling the farm#* Applying the lack of marketability di scount
to the discounted per-share value of $1,127 resulted in a val ue

of $564 per share.®

4 M. Egan used a 50-percent mnority interest discount and
a 35-percent lack of marketability discount, very simlar, in end
result, to M. Htt’'s 38-percent mnority interest discount and
50- percent | ack of marketability discount.

SI1f M. Egan had applied his lack of marketability di scount
before weighting the two values, as M. Hitt did, his asset-based
val ue woul d have been $591 per share.
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Ear ni ngs- Based Val ue

M. Htt’s approach in determ ning an earni ngs-based val ue
was basically the sane as M. Egan’s. To estimate earnings for
1993, M. Hitt started with a figure of earnings from operations
of $26,537, and assunming a 7-percent growh rate, he cal cul ated
proj ected earnings for 1993 of $28,395.° For his capitalization
rate, M. Hitt relied on the Capital Asset Pricing Mdel, under
whi ch, according to him the capitalization rate is cal cul ated by
adding the risk-free investnent rate as of the valuation date
with the product of the risk-free rate and an “equity beta”. The
equity beta is a neasurenent of the risk of investing in a
specific conpany in relation to the risk of investing in the
mar ket overall. A beta of 1 neans that the conpany and the
mar ket are equally risky; a beta greater than, or less than, 1
means the specific conpany is riskier or less risky,
respectively, than the market overall. M. Htt used the rate
for 10-year U. S. Government bonds, 7.2 percent according to him
as the risk-free rate. H's figure for beta was determ ned from
| arge publicly traded agribusinesses.’” 1In addition, he added a

smal | -conpany risk prem um of an unstated anount. He conputed a

6 1n contrast, M. Egan used a 1993 earnings figure of
$19,435. M. Egan's figure was based on averages of JFI’'s
earni ngs over 5 years, which fluctuated between a | ow of $9, 243
in 1990 and a high of $28,145 in 1992. M. Htt used nornalized
earnings from 1992 only in estimating his 1993 earnings figure.

" He did not state what figure he used for beta.
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rate of 18 percent, which he reduced by 7 percent expected
growh, resulting in a capitalization rate of 11 percent.® To
conpute his earnings-based value for JFI, he divided earnings of
$28,395 by the capitalization rate of .11 for a val ue of
$258,133. A one-third interest was therefore worth $86, 044.

To conpute a lack of marketability discount, M. Hitt
started with the figure of 45 percent based on restricted stock
sales, as he did with the asset-based value cal cul ation. Here,
however, he did not increase the discount to 50 percent, as he
did in the case of the asset-based value. |In valuing JFI as a
goi ng concern, he did not feel that he should take into account
transaction costs such as the cost of selling the assets.
Applying the |l ack of marketability discount resulted in a val ue
of $47,324, or $243 per share.?®

Wi ghti ng the Val ues

M. Htt believed that the greater part of the value of JFI
was due to the value of its earnings rather than the value of its
assets. He gave 75 percent of the weight of the total val ue of
JFI to the earnings-based val ue of $564 per share, and 25 percent
to the asset-based val ue of $243 per share. This resulted in a

val ue of $323 per share.

8 M. Egan used a risk-free rate of 7.53 percent and a
capitalization rate of 26 percent.

°If M. Egan had applied his lack of marketability di scount
before weighting the two values, as M. Hitt did, his earnings-
based val ue woul d have been $83 per share.



Court’s Analysis

W found M. Hitt’'s approach to be | ess useful than M.
Egan’ s, largely because he did not provide as much detail from
whi ch we could judge the nerits of his reasoning. Mreover, we
believe that his decision to give 75 percent of the weight to
ear ni ngs- based val ue and 25 percent to asset-based val ue was
incorrect, considering all the facts and circunstances of JFI.

As we noted earlier, “the value of the underlying real estate
Wil retain nost of its inherent value even if the corporation is
not efficient in securing a streamof * * * jncone.” Estate of

Andrews v. Conmi ssioner, 79 T.C. at 944. M. Htt's choice of

wei ghts ignores this principle. Utimtely, however, we note
that by applying M. Egan’s wei ghting but otherw se accepting M.
Htt's report, we reach a result fairly close to the value of JF
we have found to be correct. Applying a weight of 70 percent to
M. Htt’'s asset-based val ue of $564 per share and 30 percent to
hi s earni ngs-based val ue of $243 per share results in a value of
$468 per share, a value nuch closer to the Court’s val ue of $439
per share than to the val ue proposed by respondent of $1,029 per
share.

Expert Opinion of M. Keath

In valuing the JFI stock, M. Keath cal cul ated an asset -
based val ue only, because he believed that no part of the val ue

of JFI should be attributed to earnings.
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Mnority Interest D scount

To determ ne an appropriate mnority interest discount to
apply to his asset-based value, M. Keath used a |ist of 13
publicly traded real estate investnent trusts (REIT s) culled
fromRealty Stock Review. As with M. Egan’s approach, the
underlying prem se for using publicly traded conpani es was that
each trade of shares of stock involved a mnority interest, and
therefore the prices at which the shares were traded refl ected
any inherent mnority interest discount. He conputed the average
by whi ch market value of equity plus debt (which he termed total
capital) exceeded net asset value plus debt. By M. Keath’s
conputation, the average REIT reflected a premumfor a mnority
interest rather than a discount: On average, the market val ue of
total capital exceeded net asset value plus debt by 1.5 percent.

The next step in M. Keath's analysis was to nake
adjustnents to this figure of 1.5 percent to account for the
di fferences between JFI and the average REIT. H's nethod was to
conpile a list of 12 characteristics of REIT's, and then to
assess whether JFI was higher or |lower than the average with
respect to each characteristic. The prem se underlying M.
Keath’s nmethod was that 95 percent of all REIT s would fal
within two standard devi ations of the average REIT, and therefore

that there was a 95-percent chance that each of the 12
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characteristics would be within two standard devi ati ons of
aver age.

After conpleting his analysis, he found that JFI differed
fromthe average REIT by -11.7 percent. Since the average REIT
reflected a mnority interest premumof 1.5 percent, JFI would
reflect a mnority interest discount of -10.2 percent (1.5
percent - 11.7 percent).

Lack of Marketability

M. Keath used the sanme basic nmethod to cal cul ate a di scount
for lack of marketability. Fromvarious studies of restricted
stock sales, M. Keath estimated that the average discount for
| ack of marketability for operating conpanies was 30 percent.
Fromthis figure, he nmade adjustnents using eight characteristics
to find that JFI reflected a greater discount than the average
REIT of 6.8 percent, resulting in a |lack of marketability
di scount of 36.8 percent.?

Appl vi ng the D scounts

M. Keath then applied the 10.2-percent mnority interest
di scount and the 36.8-percent |ack of marketability discount to

t he undi scounted val ue of JFI of $1,818 per share. In his

10 As noted previously, this figure is very close to the
| ack of marketability discount of 35 percent used by M. Egan.
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opinion, at the time of her death decedent’s 195 shares of JFI
were worth $1, 029! per share, or a total of $200, 655.

Court’s Analysis

W reject M. Keath's nethod entirely, for two reasons.

First of all, M. Keath failed to consider earnings in his
estimate of the value of JFI, basing his entire estimte on the
assets of JFI. This, as we have al ready expl ai ned, was

i nappropriate, and M. Keath's failure to consider earnings val ue
at all undermnes the reliability of his report.

Second, we think that the details of M. Keath's anal ysis
show t hat, whether or not his nmethod m ght reach an acceptabl e
result if properly applied, it was plainly msapplied in this
case. M. Keath's nethod depends on the assunption that the
REIT's he chose were a representative sanple of all REIT s; if
not, he could not claimthat 95 percent of all REIT s fell within
two standard devi ations of the average. This is the fundanental
problemwi th M. Keath's approach. W find it quite unlikely
that the REIT s on M. Keath’s list fell into a standard

di stribution.! The range anong the REIT's he used varied

1 M. Keath presumably did sonme rounding to reach this
figure.

12 There is no evidence in the record telling us how the
REIT's were chosen by Realty Stock Revi ew magazi ne. The reason
M. Keath used this list was that it was the only list of REIT s
he was aware of that included i ndependently val ued net asset
values. He admitted that his standard devi ation anal ysis assuned

(continued. . .)
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enornmously: On one end, market value of total capital exceeded
net asset val ue plus debt by 75.4 percent; on the other, market
value of total capital was | ess than net asset val ue plus debt by
42. 2 percent. \Wen market value of total capital exceeded net
asset value plus debt, as it did for nost of the REIT s in his
sanple, M. Keath referred to this as a mnority interest
premum His report suggests that for a majority of REIT s,
there is a substantial mnority interest premumrather than a
mnority interest discount, and that the average REIT reflects a
mnority interest premum The notion that there is a prem um
associated wwth a mnority interest contradicts this Court’s
precedents, the weight of expert comentary, and conmobn sense.

See, e.g., Estate of Newhouse v. Conm ssioner, 94 T.C at 249.

The fact that M. Keath’s data reflects this trend suggests that
there is sonething wong with his data, his analysis, or both.

Concl usi on: The Val ue of Decedent’'s Shares in JFI

As we have stated, we believe that M. Egan’s report is the
nost reliable and persuasive, and we accept his concl usions.
Thus, we find that decedent’s 195 shares in JFI at the tine of

her death were worth $439 per share, or a total of $85, 605.

2, .. continued)
a standard distribution for the REIT s in his sanple, but he
of fered no evidence of this fact.



ENBW

As wth JFI, there were no actual arm s-length sales of FNBW
stock, and therefore all of the experts relied on |less direct
nmet hods of val ui ng FNBW 13

Petitioner presented the testinony and expert reports of M.
Htt (who had valued FNBWfor the estate tax return) and M. Egan
(who had valued FNBWin preparation for trial). Respondent
presented the testinony and expert report of Charles F. Haywood,
a professor at the University of Kentucky. As noted above, the
parties stipulated that M. Htt and M. Egan were qualified
appraisers. At trial, petitioner objected to the qualifications
of M. Haywood but ultimately wi thdrew the objection. W found
all of the reports to be useful, although all required
adj ustnents to address certain flaws, in the Court’s view

M. Htt's Report

M. Htt used an exclusively earnings-based approach to
val ue FNBW conbining three nethods: Price to earnings (P/E)
ratio, price to equity (P/Eqt) ratio, and capitalized future

ear ni ngs.

13 There were sone actual sales of the stock of FNBWin 1990
and 1991, but all three experts agree that none of them were at
arms length. 1In addition, there was an actual sale of stock in
1985 that may or may not have been at armis length, but we find
that it was not wwthin a reasonable tine of the valuation date in
this case.
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P/E Ratio, P/Egt Ratio

For the P/E ratio and P/Eqt ratio nethods, M. Hitt’'s
approach was to conpare the P/E and P/Eqt ratios of FNBWw th
t hose of conparable entities. Using the average ratios of the
conpar abl e conpani es and the earnings and equity of FNBW M.
Hitt sought to calculate the price (i.e., market value) of FNBW

In sel ecting conparable conpanies, M. Hitt did not feel
t here were enough publicly traded conpani es from which he could
derive conparable transactions, i.e., transactions involving
banks of simlar size and geographic narket, so he did not
conpare FNBWto public conpanies. Instead, he exam ned
acqui sitions of banks located in Indiana or Chio with |ess than
$300 million in assets, resulting in a list of seven banks that
were sold within 18 nonths of the valuation date. Six of the
seven were in Indiana; one was in Chio. He reduced this |ist
fromseven to two, choosing banks with particular characteristics
that were conparable to FNBW?!* The two banks satisfied each of
the followng three criteria (the respective figure for FNBW
according to M. Hitt’s calculations, is in parentheses): Gowh
rate between 0 and 8 percent (6.2 percent), return on assets
(ROA) between 1.0 and 1.4 percent (1.41 percent), and capital to

asset ratio between 8.5 and 12.5 percent (10.83 percent).

14 According to M. Hitt, FNBWwas “in the top of its peer
group” with respect to return on assets, and therefore he found
just two banks that he considered to be conparable to FNBW
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The average P/E ratio of the two banks was 13.08. The
average P/Eqt ratio was 1.56. M. Hitt felt that FNBWwas a
better performer than these banks, so he used a P/E ratio of 14
and a P/Eqt ratio of 1.6. Applying these nunbers to FNBWs 1992
earni ngs of $1,423,000 and stockhol der equity as of Decenber 31,
1992, of $11, 249,000 resulted in prediscount values per share for
FNBW of $199.22 and $179.98, respectively. M. Htt applied a
mnority interest discount rate of 32 percent based, according to
him on data from Mergerstat Review. He also applied a |ack of
mar ket abi ity di scount of 45 percent, which he obtained from
exam ning sales of restricted stock. His final value based on
the P/E-ratio method was $74.51, and his final value based on the
P/ Egt-ratio nethod was $67. 31.

Capitalized Future Earnings

In this nethod, essentially the same as the earnings-based
met hod used for JFI, M. Htt sought to estimate the incone that
FNBW woul d generate in the future and then to calculate its
present value. The earnings streamwas projected by first
applying a 4-percent annual growh rate to the asset base, to
cal cul ate average assets in each year for the next 5 years.

Al t hough FNBW's ROA for 1992 was 1.41, M. Hitt applied the
historical ROA figure of 1.19 to each of the five yearly asset
figures. Also, M. Hitt nmade certain assunptions about the

anount of incone that FNBWwoul d pay to sharehol ders as
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dividends. First, M. Htt assuned that an anount of excess
capital, $2,938,280, would be paid out in year 1. Next, he
assunmed that FNBWwoul d maintain a capital -to-asset ratio of 8
percent and cal cul ated the mninumequity required to maintain
that ratio. Finally, he assuned that the yearly incone would be
used in two ways: Part of it would becone retained earnings in
order to maintain the 8-percent capital-to-asset ratio; the
remai nder would be distributed to the shareholders. The anount
distributed to sharehol ders was then discounted to present val ue
using a capitalization rate of 14.7 percent.

As with JFI, M. Hitt used the Capital Asset Pricing Mde
to calculate the capitalization rate. H's figure for beta, 1.05,
was determ ned from averages of small publicly traded regiona
banks. To calculate the capitalization rate, he began with the
rate for U S. Governnent bonds as of the valuation date, which
according to him was 7.2 percent, and he added the product of
the beta of 1.05 tines 7.2 percent, for a total of 14.7
percent.® This capitalization rate already took into account
any mnority interest discount, so a further such discount was
not applied. M. Hitt considered adjusting this rate to a higher
nunber to reflect the greater risk associated with FNBWs | ack of

geographic diversification; but he felt that this factor was

1 Al'though 7.2 + (1.05 x 7.2) = 14.76, M. Hitt rounded the
figure to 14.7.
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of fset by FNBWs traditionally | ow net charge-off of |oans, so he
made no adj ust nent.

M. Htt also calculated a figure for FNBWs incone stream
in perpetuity, beginning after the initial 5-year period ended.
After the 5-year period, M. Hitt used a growh rate of 2.5,
rather than the 4 percent he used for the first 5 years. Also,
he assuned that, after the 5-year period, 84 percent of FNBWSs
i ncone was to be paid as dividends, because the remaining 16
percent would be needed to maintain capital requirenents.

Finally, he summed the following: (1) The anmount that was
assunmed paid out imediately as a dividend (which had present
val ue equal to itself, because it was a current distribution);
(2) the present values for each year of earnings during the
initial 5-year period; and (3) the present value of the
perpetuity figure. This resulted in a per-share val ue of
$117.22. Once again, he applied a lack of marketability di scount
of 45 percent. Thus, his figure for capitalized future earnings
val ue was $64. 47

Wi ghti ng the Methods

M. Htt felt that each of the three val ues deserved roughly
equal wei ght, although he believed that the capitalized future
earnings value was slightly nore inportant. Therefore, he
wei ghted his three figures as follows: 30 percent for the P/E-

rati o value of $74.51, 30 percent for the P/Egt-ratio val ue of
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$67. 31, and 40 percent for the capitalized future earnings val ue
of $64.47. Hi s final value was $68. 33 per share.

Court’s Analysis

W found M. Hitt's analysis to be useful and |argely
correct. However, we find that there was one error in M. Hitt's
approach: the use of a lack of marketability discount in
calculating the P/E and P/Eqt ratio values. According to M.
Htt, he did not rely on a conparison to publicly traded
conpanies in estimating the value of FNBW Therefore, because
t he conparabl e conpani es he chose to calculate P/E and P/ Eqt
rati os were not publicly traded, their stock price presumably
also reflected a |lack of marketability. Thus, to further
di scount the value indicated by the conparison to nonpublicly
traded conpanies for |ack of marketability was not appropriate.

If M. Hitt’s approach is adjusted to elimnate the | ack of
mar ketabi ity discount fromthe P/E ratio and P/Eqt ratio
met hods, the followi ng results are produced:

P/ E val ue = $135.47 (.68 x $199. 22)

P/ Eqt value = $122.39 (.68 x $179.98)

The capitalized future earnings value of $64.47 is unaffected by
the elimnation of a |ack of marketability discount. Weighting
the adjusted values in the sanme manner as M. Hitt produces a

final value of $103 per share.



M. Egan’s Report

M. Egan’s report used an approach simlar to M. Htt’s:
Fi ndi ng conpar abl e conpani es, cal cul ating various ratios, and
then applying the ratios to FNBWto determine its market val ue.
M. Egan relied on four ratios, two of which were al so used by
M. Htt:¥® P/E P/Eqt, pricel/5-year earnings (P/E5),' and
price/dividends (P/D). However, because M. Egan used sal es of
mnority interests rather than acquisitions of entire banks (as
M. Htt did), he did not apply a mnority interest discount.

Compar abl e Conpani es

To create a list of conparable conpanies, M. Egan started
with a list of commercial banks based in Chio and chose banks
that satisfied four criteria: (1) Publicly available financial
statenents, (2) publicly held and actively traded common st ock,
(3) common stock price exceeding $2 per share, and (4) assets
under $1 billion. Seven banks met these criteria.

Rat i 0s

To calculate the P/E, P/E5, and P/Eqt ratios, M. Egan used

the per-share traded price of each conmpany on the date of

decedent’ s death and obtained figures for earnings during 1992,

1 Although M. Hitt also enployed P/E and P/Eqt ratios, his
nunmeri cal values were different because he used different
conpar abl es.

7 For this ratio, M. Egan calcul ated a wei ghted average of
FNBW S earnings from 1988 to 1992 using the sanme nethod used in
cal cul ating a wei ghted average of JFI’s earnings.
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earni ngs over 5 years, and equity fromthe conpani es’ financi al
records. The nedian figures were as follows: P/ E = 11.1, P/E5 =
13.4, and P/Eqt = 1.316.1®

M. Egan’s nethod of calculating the P/D ratio was nore
conplex. First, he calculated three ratios for each of the
conpar abl e conpanies: P/ D, dividends/5-year earnings (D/E5), and
di vi dends/ 1992 earnings (DE).'*® The latter two were al so
conputed for FNBW He ranked the seven conparabl e conpanies in
ascending order by P/ Dratio. M. Egan believed that in general
Wth respect to his sanple, the P/Dratio was inversely
proportional to the other two ratios. The D/E5 and D/E rati os of
FNBW wer e each the second highest in the list, which indicated to
M. Egan that the P/D ratio of FNBWshoul d be the second | owest
inthe list. Thus, M. Egan exam ned the | owest and second
| owest P/D ratios of the conpanies on the list and esti mated
FNBWs P/D ratio to be between the two. H s result was a P/D
rati o of 25.

Using the four ratios, he cal cul ated val ues for FNBW as
fol |l ows:
P/E ratio of 11.1 x 1992 earnings of $1,423,000 = $15, 795, 000
P/E5 ratio of 13.4 x 5-year earnings of $1,254,000 = $16, 804, 000

P/Egt ratio of 1.316 x 1992 equity of $11, 249,000 = $14, 804, 000
P/Dratio of 25.0 x dividends of $640,000 = $16, 000, 000

8 By conmparison, M. Hitt conputed a PFE ratio of 14 and a
P/Eqt ratio of 1.6, based on his conparables.

19 “Di vi dends” here neans the previous year’s dividends.
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He took the average of these four nunmbers, $15, 850,750, and
rounded to $16 mllion as the value of FNBW before application of
any di scounts.

Di scount Based on General Factors

M. Egan applied a 30-percent discount to his figure of $16
mllion because he believed that FNBWwas i n general |ess
val uabl e than the conparabl e conpani es fromwhich he derived the
ratios. His report discussed both “qualitative” and
“quantitative” differences between FNBW and the conparabl e
conpanies in his |ist.

M. Egan relied on two “qualitative” factors: FNBWSs size
and FNBWs smal | geographic market. Wth respect to FNBW s si ze,
M. Egan stated that FNBWhad total assets of $104 mllion, while
t he conparabl e conpani es had assets of $370 mllion to $625
mllion. In M. Egan’s view, smallness gives rise to certain
di sadvantages: The small conpany is | ess able to weat her
financial adversity, to attract top-quality nmanagenent, to
prot ect against enmergencies, to finance growh, to conpete
aggressively, or to maintain depth of managenent. Wth respect
to geographic area, the sane types of disadvantages apply: The
financial health of FNBWwas tied to the econony of Pi ke County
al one, FNBW provi ded fewer services, and FNBW operated fewer

br anches.
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M. Egan relied on nunerous “quantitative” factors. In
general, according to M. Egan’s report, FNBWwas superior to the

conpar abl e conpanies with respect to factors relating to
financi al soundness and inferior with respect to factors rel ating
to income growh potential. M. Egan’s report nmade the foll ow ng
conparisons: FNBWhad slightly less total incone, and
substantially | ess net inconme, than the medi an conparabl e
conpany. Also, FNBWgrew | ess than the nedian. The nedian had a
substantially higher total incone to net worth ratio. On the
ot her hand, FNBW had a substantially higher net incone to total
incone ratio. Thus, the net inconme to net worth ratio (al so
known as return on equity) was al nost the sane between the nmedi an
and FNBW W th respect to the ratio of net incone to total
assets, also known as return on assets, FNBWsubstantially
out perforned the nedi an.

M. Egan next exam ned conparisons of ratios that related to
the financial condition of FNBWand the nedi an conparabl e
conpany. His report nmade the follow ng conparisons: FNBWhad a
substantially higher cash and investnents to total assets ratio
than the nmedian and a substantially |lower |loans to total assets
ratio. Wile both FNBWand the nedi an had very high total
liabilities to total assets ratios (typical for banks, which are
usual Iy financed by deposits, which are liabilities), FNBWs was

alittle lower than the nedi an. For the net worth to total
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assets ratio, FNBWs was substantially higher, indicating that
FNBW was fi nanced nore through equity than the nedian. M. Egan
sumred up by stating: “However profitable the asset base of
* * * TENBW, the conservative nature of those assets does
penal i ze the conpany’s incone growh and potential therefor.”

Considering all of the “qualitative” and “quantitative”
factors di scussed above, M. Egan felt that FNBW was
substantially | ess valuabl e than the nedi an conparabl e conpany.
To account for these factors, he applied a discount of 30
per cent .

Lack of Marketability Di scount

To calculate a lack of marketability discount, M. Egan used
t he sane anal ysis, based on restricted stock sales, that he used
wth respect to JFI, and applied the sane figure, 35 percent.

To conmpute the per-share value of FNBW M. Egan began with
hi s undi scounted value of $16 mllion, or $160 per share. He
di scounted this by 30 percent for general qualitative and
gquantitative factors, then discounted the result by 35 percent
for lack of marketability, producing a value of $73 per share.

Court’s Analysis

W find M. Egan’s anal ysis of the undi scounted val ue of
FNBW based on the ratios of price to net worth, earnings and
di vi dends of conparabl e conpanies, to be cogent and persuasi ve.

However, we do not believe that M. Egan has nade a persuasive
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case for a discount for general factors of 30 percent. To
recount, M. Egan used a 30-percent discount because he perceived
three differences between FNBW and t he conparabl e conpani es:
FNBW S qualitatively inferior features (the smallness of the bank
and of its geographic market), FNBWs quantitatively superior
financial position, and FNBWs quantitatively inferior incone
grow h potential. In our view, the first two of these factors
woul d essentially cancel each other. The qualitative factors
relied upon by M. Egan supposedly go to the risk involved in
investing in FNBW but it is clear that the first group of
guantitative factors shows that FNBWwas not a risky investnent
at all. M. Egan’s report shows that, although small, FNBW was
wel | managed, and nore conservatively managed, than the nedi an
conpar abl e conpany.? Thus, we are left to consider the third
factor that M. Egan relied on, FNBWs inferior incone growh
potential. Even if it is true that FNBWs incone growh was not
prom sing, its incone was very good; according to M. Egan’s
report, its return on assets (i.e., net inconme divided by total

assets) was nmuch better than the nedian.? In addition,

20 On this point, all the experts agreed. M. Hitt believed
that FNBWwas “in the top of its peer group” with respect to
return on assets and a better perfornmer than the two conparabl e
banks he relied on, causing himto adjust his P/E and P/ Eqt
rati os accordingly. Simlarly, M. Haywood, respondent’s expert,
argued persuasively that FNBWwas not a risky bank.

21 According to M. Egan, return on assets “m ght be the
nost scrutinized of all banking ratios”.
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according to M. Egan’s report, it paid nore dividends per
earnings than all but one of the conparabl e conpani es.
Considering all of the evidence, we conclude that any discount
for general factors within M. Egan’s nethodol ogy shoul d be
l[imted to 10 percent.

If M. Egan’s analysis is adjusted to provide a “general
factors” discount limted to 10 percent, the indicated val ue
becones $94 per share (undi scounted val ue of $160 per share, |ess
10 percent for general factors, |less a 35-percent discount for
| ack of marketability).

M. Haywood' s Report

M . Haywood used a conbi nation nethod of an asset-based
val ue and an earni ngs-based value to estimate the value of the
FNBW st ock. M. Haywood was the only one of the experts who used
an asset-based value in his analysis.

Asset - Based Val ue

In his calculation of asset-based value, M. Haywood began
with the book val ue of stockholder equity and then nade
adjustnents to this figure to reach market val ue of stockhol der
equity (i.e., net asset value). Book stockholder equity in FNBW
according to M. Haywod, was $11, 249, 000. M. Haywood i ncreased
this by two amounts. First, according to himthe market val ue of
FNBW s securities portfolio exceeded the portfolio’s book val ue

by $798, 000, so he increased stockholder equity by this anmount.
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Second, he argued that FNBWs | oan | oss reserve (which is a
l[iability reduci ng stockhol der equity) of $492,000 was too | arge;
i.e., larger than reasonably necessary given FNBWs historica
experience. During the 5-year period ending in 1992, FNBW
charged off an average of only .4 percent of unpaid | oans. Thus,
in M. Haywood' s view, FNBW needed a | oan-loss reserve equal to
only .4 percent of total |oans ($33, 401,000, according to M.
Haywood), or $133,604 (.4% x $33, 401, 000). The renni ni ng
“excess” loan | oss reserve (rounded to $358,000) was treated as
an increase to stockhol der equity by M. Haywood.

M. Haywood’'s two increases to stockholder equity totaled
$1, 156, 000, which was a pretax adjustnent. After tax, according
to M. Haywood, the increase to stockholder equity would be
$832, 000. Adding this anmpbunt to stockhol der equity, M. Haywood
conput ed the net asset value of FNBWas $12, 081, 000, or $120.81
per share.

Ear ni ngs- Based Val ue

M . Haywood al so used the sanme basic approach used by the
ot her experts of conparing the PFE ratio of FNBWw th the P/ E
rati os of conparable entities. For conparables, M. Haywood
began wwth a list of 26 |arge, publicly traded banking
organi zations in the Mdwest.? Ten of the twenty-six banks were

based in GChio. According to him the average P/E ratio of all 26

22 H s sources were Value Line Investors Services and
Aneri can Banker newspaper’s list of top 225 banks.
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banks was 13.7, and the average P/E ratio of the 10 OChi o- based
banks was 15.1. M. Haywood chose to apply the higher P/E ratio
of 15.1 to FNBW in part because the underlying banking
organi zati ons were based in Ghio and in part because M. Haywood
bel i eved that FNBW had a strong capital position and consi stent
grow h in earnings and dividends.? Applying the P/E ratio of
15.1 to FNBWs 1992 earnings of $1,423,000 resulted in a price
per share for FNBW of $214. 87.

Weighting the Results

M. Haywood felt that earnings deserved greater weight
because of the strong earnings and dividend performance of FNBW
Thus, he gave 60 percent of the total weight to his earnings-
based val ue of $214.87 per share and 40 percent to his asset-
based val ue of $120.81 per share, for a value of $177.25.

Lack of Marketability Di scount

M. Haywood applied a 10-percent |ack of marketability
di scount,?* calculated as follows: After calculating his pre-
di scount val ue for FNBWof $177.25, he estinmated the | owest price
at which the current shareholders of FNBWwould be willing to
sell their stock. He believed a sharehol der woul d accept

approximately $160 per share. This was roughly equal to a

2 |n conparison, M. Hitt used a PPE ratio of 14, and M.
Egan used a P/E ratio of 11.1.

2 M. Hitt's lack of marketability discount was 45 percent,
and M. Egan’s was 35 percent.
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10- percent discount. In choosing this discount, M. Haywood
considered the 12,000 shares of stock held by decedent at her
death to be a “swing bl ock” of stock, and this convinced hi mthat
the lack of marketability discount should be relatively small

H's final value for FNBW after applying the 10-percent |ack of
mar ket ability di scount, was $159.53 per share.

Court’s Analysis

We believe there are several problenms wwth M. Haywood’ s
anal ysis but that adjustnents to correct for his errors can be
made which result in a reliable estimte of the value of the FNBW
st ock.

The first problemwith M. Haywood’'s analysis is that he
failed to apply a mnority interest discount to his asset-based
value. “lgnoring discounts for lack of control [i.e., mnority
interest] and |l ack of marketability is contrary to | ong-
establ i shed val uati on nmet hods well accepted by the Courts in
cases presenting the value of stock in closely held

corporations.” Estate of Newhouse v. Conm ssioner, 94 T.C at

249. M. Haywood s nethod was to estimte the net asset val ue of
FNBW and to treat this as the market value. However, the owner
of a mnority interest in FNBWwoul d not have control of its
assets. Thus, a mnority interest discount is necessary to

achi eve an accurate asset-based value for FNBW Applying a

mnority interest discount of 32 percent, the figure used by M.
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Hitt,? to M. Haywood' s asset-based val ue of $120.81 per share
results in an asset-based val ue of $82 per share.

The second problemw th M. Haywood’ s approach relates to
hi s earni ngs-based value and his selection of a P/E ratio of
15.1, which we find to be too high. M. Haywood acknow edged
that he used banks that were substantially |arger than FNBWfor
hi s conparabl e conpani es but contended that he was required to do
so by Rev. Rul. 59-60, 1959-1 C. B. 237, 238-239. See Estate of

Newhouse v. Conmmi ssioner, 94 T.C at 217 (Rev. Rul. 59-60 “has

been wi dely accepted as setting forth the appropriate criteria to
consider in determning fair market value"). In M. Haywod' s
view, Rev. Rul. 59-60, supra, requires the selection of conpanies
that are conparable in the sense of being “engaged in the sanme or
simlar line of business”, but not conparable in size. 1In his
view, the purpose of Rev. Rul. 59-60, supra, was to provide the
proper nethod for calculating the fair market val ue of small

cl osely held conpani es using actively traded conparabl e
conpani es, so that by definition the conparabl e conpanies would
be significantly larger and no adjustnent for size should be
made. We reject this view It is beyond dispute that we nust

consider all relevant evidence. See, e.g., Northern Trust Co. V.

Comm ssioner, 87 T.C 349, 375 (1986). Thus, while the sale

price of stock in businesses “engaged in the sane or a simlar

2% Only M. Hitt enployed a mnority discount in his
anal ysis of FNBW as M. Egan’s nethodol ogy did not require one.
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line of business” is relevant, it is not the only factor. Estate

of Hall v. Conmm ssioner, 92 T.C 312, 336 (1989); sec. 20.2031-2

(f), Estate Tax Regs. W believe that size is a relevant factor
in this case, at |east when conparing FNBWto the substantially
| arger conpanies in M. Haywood' s sanple.? Because M. Haywood
believed that Rev. Rul. 59-60, supra, precluded an adjustnent for
size, we are puzzled as to why he assuned an adj ustnent for
| ocati on was appropriate; i.e., using the (higher) average P/ E
ratio of banks in Ohio only rather than the (Il ower) average P/ E
ratio of banks in the Mdwest. Thus, we find that he has not
made a persuasive case for the higher average. W believe he
shoul d have used the P/E ratio of his entire sanple of 13.7.
Based on FNBWs 1992 earnings of $1,423,000, use of the lower P/E
ratio results in an earnings-based val ue of $195 per share.
Finally, we disagree with M. Haywood's nethod and result
in choosing a |l ack of marketability discount of 10 percent.
Rat her than using conpari sons such as those used by M. Hitt and
M. Egan, M. Haywood nerely offered his subjective judgnent of
what price a seller of the stock would accept. W find this
met hod sonmewhat arbitrary and unsupported in the authorities and
case |l aw, noreover, it considers only half of the transaction;
that is, what the wwlling seller would accept, but not what the

willing buyer would pay. Mreover, contrary to his belief, we do

26 The smal |l est bank in M. Haywood' s sanple had nore than
10 tinmes the assets, and the deposits, of FNBW
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not believe the record supports his conclusion that the 12,000
shares owned by decedent at the tinme of her death would be a
“swing block”.?” Accordingly, we reject the 10-percent |ack of
mar ketability di scount used by M. Haywood and find instead that
the lack of marketability discount of 35 percent estinmated by M.
Egan is appropriately enployed here. Accepting M. Haywod’ s

wei ghting of 60 percent for the earnings-based val ue of $195 and
40 percent for the asset-based val ue of $82, the value before a

| ack of marketability discount would be $150. Applying a | ack of
mar ketabi ity di scount of 35 percent produces a final value of
$97 per share.

Conclusion: The Value of Decedent’s Shares in FNBW

When each of the experts’ conputations of the value of the
FNBW st ock is adjusted to elimnate the errors that we perceive
in their analyses, the results do not diverge greatly. As
adj usted, the valuations of Messrs. Hitt, Egan, and Haywood are
$103, $93, and $97 per share, respectively, a range of |ess than
11 percent. In these circunstances, we conclude that the nost

reliable estimate of value is an average of the three, or $98 per

2T M. Haywood testified that the block of 12,000 shares
m ght be a swing block if it was purchased by famly nmenbers who
al ready owned a sufficiently large portion of the shares of FNBW
This view fails to consider the hypothetical buyer of the shares.
See Estate of Hendrickson v. Conmm ssioner, T.C Meno. 1999-278
(citing Estate of Curry v. United States, 706 F.2d 1424, 1428-
1429, 1431 (7th Gr. 1983)).
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share. Thus, we find that decedent’s 12,000 shares of FNBW st ock

at the time of her death were worth $98 per share, or $1, 176, 000.
We have considered all of the argunents raised by the

parties, including the nunerous criticisns of each expert’s

report, and find themwthout nerit to the extent they are not

specifically addressed herein.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




